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1In Miles v. Merrill Lynch,' the U.S. Court of
Appeals for the Second Circuit clarified that
adistrict court is required to make a
“definitive assessment of Rule 23
requirements” including the resolution of
any material factual disputes in order to
conclude that each Rule 23 requirement has
been met by a preponderance of the
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evidence.? In the context of a plaintiff's invocation of the fraud-on-the-market
presumption of reliance to demonstrate the Rule 23(b) requirement that common
questions of law or fact predominate, one issue often faced by district courts is
determining whether the security at issue trades in an efficient market.

Recently, Judge Miriam G. Cedarbaum declined to certify a class of stockholders of
Freddie Mac preferred stock listed on the New York Stock Exchange, finding that
plaintifs could not avail themselves of the fraud-on-the-market presumption to
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 In Miles v. Merrill Lynch,1 the U.S. Court of Appeals for the Second Circuit clarified that a district court is required to make a "definitive assessment of Rule 23 requirements" including the resolution of any material factual disputes in order to conclude that each Rule 23 requirement has been met by a preponderance of the evidence.2 In the context of a plaintiff's invocation of the fraud-on-the-market presumption of reliance to demonstrate the Rule 23(b) requirement that common questions of law or fact predominate, one issue often faced by district courts is determining whether the security at issue trades in an efficient market.

Recently, Judge Miriam G. Cedarbaum declined to certify a class of stockholders of Freddie Mac preferred stock listed on the New York Stock Exchange, finding that plaintiffs could not avail themselves of the fraud-on-the-market presumption to establish class-wide reliance since they were unable to demonstrate that the stock traded in an efficient market. In re Fed. Home Loan Mortg. Corp. (Freddie Mac) Sec. Litig., No. 09-832, slip op. at 24 (S.D.N.Y. March 27, 2012). While that decision was not unusual, Judge Cedarbaum departed from the majority of cases, which have found that the market for stocks listed on a national exchange is presumptively efficient, and minimized the significance of some other accepted indicia of efficiency. Her decision brings into focus the necessity of expert evidence to demonstrate a "cause and effect" relationship between unexpected news and the market price of the restricted stock.3

Economists and scholars have long debated the intellectual underpinnings of the efficient capital markets hypothesis and thus the appropriateness of applying the fraud-on-the-market presumption. Many believe that the markets are not, in fact, efficient under any of the three types of market efficiency defined in economic theory—the weak form (predicting future stock performance from past prices), the strong form (instantly incorporating all available information into stock price) and the semi-strong form (most public information quickly incorporated into the stock price), the latter form being adopted by the Supreme Court in Basic v. Levinson.4 Consequently, it is not surprising that courts and economic experts have some difficulty determining what factors to consider and the importance to attribute to each of those factors. The Second Circuit has not determined the appropriate test for determining the existence of an efficient market. In considering opposition to class certification, therefore, it may be fruitful for defense counsel to consider challenging the presumption of reliance on the market efficiency ground to confront this unsettled area of securities law.

Background

The complaint against Freddie Mac's former CEO and CFO alleges that, between November 2007 and September 2008, defendants misrepresented and omitted material facts relating to Freddie Mac's underwriting and risk management practices and the adequacy of its capital in violation of Section 10(b). In November 2007, Freddie Mac commenced an offering of 240 million shares of Series Z preferred stock, listed on the NYSE. Allegedly due to defendants' misrepresentations, the stock's trading price enjoyed remarkably consistent value despite the "unprecedented financial crisis" affecting the national economy.

In July 2008, The Wall Street Journal reported contingency plan discussions at the Treasury Department to take over Freddie Mac and a former Federal Reserve president observed that Freddie Mac was insolvent and needed a government bailout. Series Z preferred stock declined from $22 to $17.60 per share, stabilizing in August when Freddie Mac reported quarterly results that represented that its core capital was well in excess of minimum requirements. In September, Treasury Secretary Henry Paulson announced that Freddie Mac was being put into conservatorship. The next day, the market price plunged from $13.56 to $2.87. Over the following days, the stock traded at under $1.00 and was eventually delisted by the NYSE.

After dismissal motions were denied, plaintiffs moved for class certification of purchasers who, between November 2007 and September 2008, purchased Series Z preferred stock in the IPO or secondary market. Defendants opposed, arguing that plaintiffs could not satisfy the predominance requirement relying on the fraud-on-the-market presumption as they had not established that the market for Series Z preferred stock was efficient.

'Freddie Mac'

The fraud-on-the-market presumption established by the Supreme Court in Basic5 is used by plaintiffs to establish the presumption of class-wide reliance in Section 10(b) class actions and thus satisfy the predominance requirement under Rule 23(b). The fraud-on-the-market presumption is based on the hypothesis that, in an open and developed securities market, a stock price quickly reflects all available material information regarding the company and its business. Accordingly, stock purchasers may be deceived by misleading statements even where they do not directly rely on the misstatements. Therefore, the presumption of reliance is available only when a defendant made material misrepresentations or omissions concerning a security traded in an "efficient market."6 If the fraud-on-the-market presumption is unavailable, then the element of reliance must be established on an individual basis and class certification will likely be denied since the plaintiff cannot show that questions of law or fact predominate over any individual questions, as required by Rule 23(b).

In In re Freddie Mac, Judge Cedarbaum explained that although the Second Circuit has not explicitly adopted an efficient market test, it has recognized the district courts' wide reliance on the factors set forth in Cammer v. Bloom,7 and in Krogan v. Sterritt.8 The Cammer factors are: (1) the average weekly trading volume of the stock; (2) the number of securities analysts following the stock; (3) the extent to which market makers and arbitrageurs traded in the stock; (4) the issuer's eligibility to file an SEC registration Form S-3; and (5) the demonstrations of a cause-and-effect relationship between unexpected, material disclosures and changes to the stock's prices. The Krogan factors, which are supplementary, consider (1) the company's market capitalization; (2) the size of the bid-ask spread; and (3) the percentages of shares available to the public (public float) as additional means to determine whether an efficient market exists.9 (combined, the "Cammer factors")

Judge Cedarbaum concluded the most important Cammer factor is the "cause-and-effect" test, which considers "evidence that unexpected corporate events or releases caused an immediate response in the price of a security," because this is "the essence of an efficient market and the foundation for the fraud on the market theory."10 Judge Cedarbaum observed that the other Cammer factors do not directly address whether the market price reflects public information. Id.

While the Cammer factors are not intended as a checklist, but rather, as an analytical tool to determine efficiency, all the other factors, as Judge Cedarbaum notes, are consistent with an efficient market but do not actually demonstrate it.11 A large weekly trading volume signifies investor interest in the company.12 The number of securities analysts following the stock implies that financial statements relating to the stock are being closely reviewed by investment professionals, who then make buy and sell recommendations to their client investors.13 Market makers and arbitrageurs quickly react to company news and reported financial results by buying and selling its stock and "driving it to a changed price level."14 A company's SEC registration Form S-3 eligibility is based "on the premise that the stock is already traded on an open and efficient market."15 A company's market capitalization indicates purchaser incentive, which is greater in more highly capitalized corporations.16 A small bid-ask spread suggests that the stock is not too expensive to trade and a large public float indicates few insiders with private information not yet reflected in the stock price.17

Whether taken singly or together, these other factors do not demonstrate efficiency. Judge Cedarbaum did consider them and found that most supported a finding of efficiency.18 Judge Cedarbaum found that Series Z stock volume, the existence of a NYSE specialist, and the Krogan factors all supported an inference of efficiency.19 Judge Cedarbaum observed that while Freddie Mac, a government-sponsored enterprise, was not required to register with the SEC, the SEC registration Form S-3 factor was redundant, in any event, in light of the market capitalization factor. Noting that securities analysts covered only Freddie Mac's common stock, not Series Z preferred stock, she gave less weight to the fact that ratings agencies reported on Series Z.20

Judge Cedarbaum also recognized that courts give weight to a stock's listing on a national exchange, but concluded this factor was not dispositive when efficiency is disputed.21 While many courts have "presumed" efficiency when a security trades on a national exchange,22 Judge Cedarbaum was right not to do so. "It would be illogical to apply a presumption of reliance merely because a security is traded within a certain 'whole market' without considering the trading characteristics of the individual stock itself."23 In sum, Judge Cedarbaum concluded that "[a]lthough the 'less' important Cammer [] factors support[ed] an inference of efficiency, these factors cannot substitute for evidence of a cause-and-effect relationship between unexpected news and market price," explaining that "[w]ithout evidence of the prompt effect of unexpected news on market price, the market cannot be called efficient."24 The consequence of accepting this proposition is that event studies, used to examine the extent to which stock prices react to the release of new, material information, are essential in any market efficiency dispute and have made the Cammer factors, at most, confirmatory.

In this case, Judge Cedarbaum was able to dismiss plaintiffs' expert opinion, which, once revised for numerous errors, actually supported the inefficiency of the market in Series Z preferred stock by finding that the market reacted appropriately to news only 28 percent of the time.25 Judge Cedarbaum concluded that a plaintiff's burden is higher than to demonstrate that "news probably had some effect on price" and requires proof that "the market price responds to most new, material news."26 Theoretically, even one example of information inefficiency would be sufficient to disprove the efficiency theory whereas a study showing some examples of information efficiency would not necessarily prove the efficiency theory. Therefore, by using a wide enough sample, defense counsel might regularly be able to disprove efficiency, leading to the question whether event studies are the only, or the best, solution to the efficiency issue.

Future

As Judge Cedarbaum notes, the Second Circuit has not "explicitly" adopted a test to determine the market efficiency of securities, although the court in Bombardier, which involved debt securities, acknowledged that "[w]ithout the demonstration of a [] causal relationship [between unexpected corporate events or financial releases and the immediate response in the price of a security] it is difficult to presume that the market will integrate the release of material information about a security into its price."27 Bombardier went on to observe that an event study that correlates disclosure of unanticipated, material information about a security with corresponding fluctuations in price "has been considered prima facie evidence of the existence of such a causal relationship."28 But the court was careful to state that it "has not adopted a test for the market efficiency of stocks or bonds" and was not doing so in Bombardier.29

The Second Circuit concluded its decision, holding only that the district court had not committed clear error in finding that plaintiffs failed to demonstrate an efficient market by a preponderance of the evidence, with the observation that "we do not have occasion to address the nettlesome question of whether, for the purposes of determining the applicability of the fraud-on-the-market doctrine, an adjusted set of Cammer factors or even a different analytical approach altogether is better suited to analyze market efficiency in securities cases arising from the sale of debt instruments."30 The Second Circuit left open the entire discussion of how to go about demonstrating, by a preponderance of the evidence, that the stock—or debt security—at issue in any given case trades in an efficient market. While it seems obvious, as Judge Cedarbaum and the Second Circuit observed, that it is necessary to demonstrate that the information is reflected quickly and completely in the stock price, how that may best be accomplished is an entirely open question in this circuit.
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